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Using panel data techniques and data from 40 African countries over the period 2002-2011, 
the present study explores the importance of governance in the financial development and 
economic growth relationship.  The study starts by presenting the concepts of growth, 
financial development and governance as well as some earlier important literature on the link 
between these fields. Afterward, it empirically assesses the impact of governance on finance-
growth relationship. Domestic Credit provided by the Banking sector (DCB), Domestic 
Credit provided to Private sector (DCP), and Liquid Liability (LLY) are used as proxies of 
financial development; GDP Per Capita is taken to represent economic growth; and Voice and 
accountability (VA), Government effectiveness (GE), political stability and absence of 
violence (PC), Regulatory quality (RQ), Rule of law (RL), and Control of corruption (C.C) 
are variables of governance. Two estimation techniques are used and following results are 
obtained: with Fixed effect estimation, when financial development variables are used in 
regression before the interaction with governance indicators the reported coefficients are all 
negative and only DCB are significant. After the interaction with governance, all coefficients 
turn to be positive and only coefficients on DCB remain significant even after the interactions. 
Also significance is observed on interaction between LLY and VA and LLY and C.C. Using 
the generalized method of moments (GMM) technique,  slight changes are observed, where 
coefficients on DCP, and LLY are now positive but still insignificant. After the interaction 
between financial development variables and governance all coefficients are positive and 
significance remains on DCB in interactions. From these results, it is clear that governance is 
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CHAPTER 1 INTRODUCTION 
 
This study explores the potential role played by governance in the financial system for the 
economic growth promotion in African countries. A number of previous studies have 
emphasized on the development of economy under the assumption that it is promoted by the 
financial development. This particular research attempts to assess whether there is a clear 
impact of governance on finance in the link between growth and finance. This is because it is 
believed that governance could be one of the most important channels through which 
countries‟ welfare can be acquired; –one of its early definitions stipulates that governance is: 
“the manner in which power is exercised in the management of a country’s economic and 
social resources for development”–.  
For many years, the economy of Africa especially the sub-Saharan Africa has occupied the 
important place in the minds of researchers in the field. It is obviously recognized that the 
financial system in Africa is relatively less developed compared to other regions of the world. 
A recent study on Bank efficiency in Sub-Saharan Africa (Chuling, 2009) has found out that 
better governance is needed so as to enhance financial sector efficiency in the region. 
Moreover, the region has been characterised by political instability, corruption, government 
ineffectiveness, etc., which are symptoms of bad governance. With respect to the importance 
of finance and good governance to development, improving financial institutions and 
governance was given important consideration in the New Partnership for Africa‟s 
Development (NEPAD).   
This study is aroused by Yahyaoui (2012). The author argued that several previous studies on 
the relationship between finance and growth have suggested but without demonstrating it, that 
this link between two takes place through the country‟s specific institutional structure. He 
thereby investigated the role of quality of institution in financial development-economic 
growth relationship using seven Arab countries over the period 1990-2006. The findings 
confirmed the quality of institutions to be the transmission vector of the finance to growth for 
the case of these 7 countries. The present study tends to extend Yahyaoui‟s one to African 
countries and follows aggregate indicators of six dimensions of governance as adopted by the 
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in the finance-growth connection, the regressions will be based on interaction between 
financial development and governance indicators. 
The first chapter of this study highlights the reason of emphasizing the study on financial 
system and governance in Africa and provides the overview of the whole study. The first 
section of this chapter deals with the problem statement. The objectives of the study will be 
the task of the second section, where using econometric model we determine whether 
governance is needed to enhance financial system to the promotion of economic growth 
within African countries.  Section three is concerned with the scope of the study. The object 
of section four of this chapter is to outline the importance of the study. The final section 
describes the organization of the work. 
 
1.1 Problem statement 
 
Recent researches have provided evidence that financial development exerts a significant 
positive effect on economic growth. Studies on African countries kept showing that financial 
system in most of these countries is still inefficient. Thereby Africa is still facing problems of 
development where the poverty and hunger rate is too higher than in any other regions of the 
World. However, it is acknowledged that Africa has great natural resource potential which 
could be the major source of response to such challenges. We believe that it is through 
interplay between political and economic factors that it can be possible to make substantial 
use of this resource for the promotion of well-being of the grassroots level. This study 
attempts to answer the following question: Is governance needed in financial development for 
the promotion of economic growth?    
 
1.2 Objectives of the study 
 
Although the many studies did not come about the consensus on the direction of causality 
between financial development and economic growth, most of them especially for Africa‟s 
case hold that financial development is likely to affect economic growth. Henceforth the main 
objective of this study is to assess the impact of governance on financial development in the 
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identify which aspects of financial sector are the most likely to be concerned with governance 
in the promotion economic growth in the region. 
1.3 Scope of the study 
 
Given that financial development is a very board term mainly including development of 
financial intermediaries and financial markets, this study will only focus on the development 
of financial institutions because some countries of interest do not have financial markets. 
Moreover, some of those which have ones do not function properly. Consequently, this study 
suffers from insufficiency of data on them. With respect to governance, all indicators of six 
broad dimensions of governance provided by The World Bank will be observed. 
1.4 Importance of the study 
 
Numerous analyses focused on financial development leading growth. Most suggested that 
the development financial system presupposes a healthy country specific institutional 
framework. Employing econometric tool, this study will empirically test the above mentioned 
hypothesis by processing recent data on governance and financial sector development 
particularly banking sector in a sample of African countries. Moreover, given that no other 
similar studies targeting Africa as region or individual countries have been undertaken, this 
particular one should serve to policy-makers of these countries when setting policies towards 
boosting financial system and governance standard to spur economic growth. 
 
1.5 Outline of the thesis 
 
This thesis work is organised as follows:  
Chapter one generally introduces the work. It includes motivation, problem, objectives and 
significance of the study. 
Chapter two provides a review of selected literature. Both theoretical and empirical literature 
related to the previous studies in the field of growth. Concepts of governance, financial 
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 In chapter three, the econometric methodology followed will be described. This part 
emphasizes the construction of the model for regression analysis, description of the used data 
and methodological issues of the study. 
 Chapter four presents the empirical study and the discussion of estimation results. The yearly 
data from 2002 to 2011 is used to check the role of governance in financial development-
economic growth relationship in 40 African countries.  
Chapter five draws conclusions and makes some policy recommendations for promoting 
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CHAPTER 2 LITERATURE REVIEW 
 
In this part, the concepts of economic growth, financial development as well as governance 
will be discussed. The important previous studies on the relationship between economic 
growth and finance and that between growth and governance will also be highlighted. It could 
be interesting to include the earlier literature the relationship between governance, financial 
development, and economic growth. However, given that this link has not been much 
documented despite it has been recommended by the international financial institutions, this 
part puts much concentration on finance-growth and governance-growth links. The emphasis 
will be put on the direction of causality in these relationships.  
2.1. A brief review on the theory of economic growth 
In essence, Economic growth is conventionally measured as the rate of increase in an 
economy‟s real gross domestic product (GDP) over time. It is true that this growth arises 
from two sources: accumulation of physical capital and, the more efficient use of the 
resources. The most compelling reason why one cares about growth than focusing on more 
specific welfare, consumption or even happiness indicators would be that economic growth is 
what mainly determines the material well-being of billions of people. Since the industrial 
revolution, economic growth in economically advanced countries has enabled almost the 
entire population to adopt a life style that solely a favoured handful could have afforded a 
hundred years ago, when per capita GDP was a small fraction of what it is nowadays. Indeed, 
in some sectors of economy, notably the medical and pharmaceutical sectors, growth has 
enabled almost everybody to enjoy a longer and healthier life than it could have been 
expected by anybody in the 19
th
 century, no matter what position a person held on the 
economic scale. In contrast, the lack of economic growth in the world's poorest countries, has 
meant that the lives of hundreds of millions of people are terrible by the standards of rich 
countries, per capita income levels in numerous countries 21st century are much lower than 
they were in Europe in the 19th century. There is a need to find out what stimulates economic 
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the wealth is shared so unequally among the inhabitants of the world. (Aghion, and Howitt, 
2009).  
Since various factors determine economic growth, this makes it is a complex issue. In 
economic literature several factors drive economic growth. In “Determinants of economic 
growth: the experts‟ view”. Petrakos, Alvanitidis, and Sotiris (2007) named some most 
important: 
Identified by both neoclassical and endogenous growth models, investment is perceived to be 
the most leading determinant of economic growth. However, while in the neoclassical model 
investment has impact on the transitional period, the endogenous growth models plead in 
favour of more permanent effects! Human capital is the major source of growth in several 
endogenous growth models as well as one of the key extensions on the neoclassical growth. 
Numerous studies have used proxies related to education (like school-enrolment rates), when 
it comes to measure the quality of human capital since it is mainly referred to as: “worker‟s 
acquisition of skills and know how through education and training”. 
 Innovation and Research and Development (R&D) activities as Petrakos, Alvanitidis, and 
Sotiris (2007) continue, contribute to economic growth due to increasing use of technology 
which allows introduction of new and superior products and processes. Several endogenous 
models have stressed this role and strong relationship between Innovation and R&D has been 
affirmed by many studies. 
Economic policies and macroeconomic conditions are another important factor of economic 
performance since they can set the framework within which economic growth take place. 
Many aspects of an economy can be swayed by economic policies through investment in 
human capital and infrastructure, refinement of political and legal institutions, etc. Fischer 
(1993) alleges that Macroeconomic conditions are considered to be necessary but not good 
enough conditions for economic growth. A stable macroeconomic environment may foster 
growth for example through uncertainty mitigation, whilst macroeconomic instability may 
negatively play on growth through its effects on productivity and investment. Inflation, 
budget deficit and tax burden can be named among several macroeconomic factors with 
impact on growth. 
Openness to trade is another substantial factor of growth performance. Openness affects 
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transfer and diffusion of knowledge, increasing scale economies and exposure to competition. 
Openness is measured by the ratio of exports and import to GDP. Several studies found that 
economies that are more open to trade and capital flows have higher GDP per capita and grew 
faster. But other scholars have criticized the robustness of these findings especially on 
methodological and measurement grounds (Levine and Renelt, 1992; Rodriguez and Rodrik, 
1999; Vamvakidis, 2002). 
Recently Foreign Direct Investment (FDI) has played a crucial role of internationalising 
economic activity and it is a primary source of technology transfer and economic growth. It is 
referred to as the investment of foreign assets into domestic structures, equipment, and 
organizations. But it does not include foreign investment into the stock markets. 
The institutional framework is another important source of growth. Rodrik (2000) highlights 
five key institutions (property rights, regulatory institutions, institutions for macroeconomic 
stabilization, institutions for social insurance and institutions of conflict management), which 
not only exert direct influence on economic growth, but also affect other determinants of 
growth such as the physical and human capital, investment, technical changes and the 
economic growth processes. On the basis of this, Easterly and Levine (2001) stressed the 
necessity of institutions on the economic growth by arguing that none of the traditional 
factors would have any impact on economic performance if there had not been developed a 
stable and trustworthy institutional environment. Knack and Keefer (1995) highlighted 
government repudiation of contracts, risk of expropriation, corruption, property rights, the 
rule of law and bureaucratic quality as the most used measures of the quality of institutions. 
In 1959, Lipset examined how economic development affects the political regime and since 
then a number of studies have shown that the political environment plays an important role in 
economic growth (Kormendi and Meguire (1985); Scully (1988); Grier and Tullock (1989); 
Lensink and Morrissey (1999); Lensink Morrissey (2001). Basically political instability 
would increase uncertainty, discouraging investment and eventually hindering economic 
growth. The degree of democracy is also associated with economic growth, though the 
relation is much more complex, since democracy may both retard and enhance economic 
growth depending on the various channels that it passes through (Alesina and Rodrik (1994). 
Geography has also been tested to affect the growth. Variables such as latitude, distances 
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rainfall, soil quality and disease ecology.˗ (Hall and Jones (1999), Rodrik, Subramanian, and 
Trebbi (2002), Easterly and Levine (2003)˗ have been reviewed to investigate the role of 
geography on the economic growth. Sachs and Warner (1997), Bloom and Sachs (1998); 
Masters and McMillan (2001); Armstrong and Read (2004) affirmed that natural resources, 
climate, topography and “landlockedness” have a direct impact on economic growth affecting 
agricultural productivity, economic structure, transport costs and competitiveness. On the 
other hand ), Rodrik, Subramanian, and Trebbi (2002); Easterly and Levine (2003) found that 
there is no effect of geography on growth after controlling for institutions. 
In addition, demographic aspects such as population growth, population density, migration 
and age distribution have been found to play the major role in economic growth where high 
population growth could have a negative impact on economic growth influencing the 
dependency ratio, investment and saving behaviour and quality of human capital. The 
composition of the population: a large working-age population is deemed to be conductive to 
growth, whereas the population with many young and elderly dependents is seen as 
impediment. Population density may be positively linked to economic growth as a result of 
increased specialization, knowledge diffusion, etc; migration can affect growth potential of 
both sending and receiving countries. This is in line with (Kormendi and Meguire (1985); 
Brander and Dowrick (1994); Kelley and Schmidt (1995); Barro (1997); Bloom and 
Williamson (1998); Kelley and Schimdt (2000). 
Social-cultural factors may also affect growth. Trusting economies are expected to have 
stronger incentives to innovate, to accumulate physical capital and to exhibit richer human 
resources. Ethnicity may have a negative impact on growth by reducing trust, increasing 
polarization and promoting the adoption of policies that have neutral or even negative effects 
on growth. 
2.1.1. The Neoclassical (Solow) model of economic growth 
 
The starting point of conventional economic growth theorisation is the neoclassical model of 
Solow (1956). The basic assumptions of the model are: constant returns to scale, diminishing 
marginal productivity of capital, exogenously determined technical progress and 
substitutability between capital and labour. The model highlights the savings or investment 
ratio as important determinant of short-run economic growth. Technological progress is 
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model. The model predicts convergence in growth rates on the basis that poor economies will 
grow faster than rich ones.  
2.1.2. The endogenous growth model 
 
The role of technological progress as a key driver of long–run economic growth has been 
deeply examined by more recent studies, which accept constant and increasing returns to 
capital. These theories, known as endogenous growth theories, propose that the introduction 
of new accumulation factors, such as knowledge, innovation, and the like, will induce self-
maintained economic growth. Three significant sources of economic growth in this 
perspective were highlighted: new knowledge (Romer, 1990; Grossman and Helpman, 1991), 
innovation (Aghion and Howitt, 1992) and public infrastructure (Barro, 1990). As a result, 
and in contrast to the neoclassic counterpart, policies are deemed to play a substantial role in 
advancing growth on a long-run basis. Turning to the convergence/divergence debate, the 
endogenous growth models suggest that convergence would not occur at all - mainly due to 
the fact that there are increasing returns to scale. 
 
2.2. Overview of financial development 
 
The purpose of a financial system is to channel funds from agents with surpluses to agents 
with deficits. Since a long time, two approaches were used to analyzing this process. The first 
consists to account the interaction between agents through financial markets. The second 
approach regards the performance of financial intermediaries such as banks and insurance 
companies. Around a half of a century ago, the financial system could be properly bifurcated 
in this way. Whereas wealthier households and large firms took on the equity and bond 
markets, less wealthy households and middle and small firms used banks, insurance 
companies, and other financial institutions. But over years situation keeps changing such that 
financial markets and financial institutions are no longer considered separately. 
The notion that a financial system transfers resources between households and firms is, of 
course, a simplification. Governments usually play a significant role in the financial system. 
They are major borrowers, particularly during times of war, recession, or when large 
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